Liquidity as a determinant of financial distress in

insurance companies in Kenya by Cheluget, John et al.
  
 
  
 
Prime Journal of Business Administration and Management (BAM) 
ISSN: 2251-1261. Vol. 4(1), pp. 1319-1328, January 4
th
, 2014 
www.primejournal.org/BAM 
© Prime Journals 
 
 
 
 
Full Length Research Paper 
 
Liquidity as a determinant of financial distress in 
insurance companies in Kenya 
 
1John Cheluget, 2Mouni Gekara, 3George Orwa, and 4Victor Keraro 
 
1
Jomo Kenyatta University of Agriculture and Technology (JKUAT) 
Box 62000, 00200, Nairobi, Kenya. E-mail: jcheluget@yahoo.com; Phone: +254 722 618 990 
2
Jomo Kenyatta University of Agriculture and Technology (JKUAT) 
Box 62000, 00200, Nairobi, Kenya. E-mail: jeoffrey8@yahoo.co.in; Phone: +254 702, 228 131 
3
Jomo Kenyatta University of Agriculture and Technology (JKUAT) 
Box 62000, 00200, Nairobi, Kenya. E-mail: orwa@fsc.jkuat.ac.ke; Phone: +254 734 940 260 
4
Jomo Kenyatta University of Agriculture and Technology (JKUAT) 
Box 62000, 00200, Nairobi, Kenya. E-mail: vnyarangi@gmail.com; Phone: +254 712 124 470 
 
Accepted 18
th
 December, 2013 
 
The purpose of the research was to assess financial distress among insurance companies in Kenya. Insurance 
Regulatory Authority (IRA) has regulatory responsibility to keep surveillance of insurance companies with 
regards to capital, liquidity and other aspects with overall aim of ensuring stability of the insurance sector in 
Kenya. The recent crisis in the insurance sector where nine insurance firms have gone through financial 
distress and either collapsed or have been placed under statutory management; threatening the immense 
contribution of the sector to the economy is a worrying trend. This crisis points to the missing link between 
surveillance by regulator and management of insurance firms. Specifically, the study examined liquidity as a 
possible determinant of financial distress in insurance companies in Kenya. The study used survey design. 
Stratified random sampling was applied since the population is heterogeneous. The target study covered a total 
of 45 insurance companies registered with the Insurance Regulatory Authority as at 31
st
 December 2012. 
Purposive sampling was used to select a sample of 15 companies from the strata. Primary data was collected 
using questionnaires. Data was analyzed using Statistical Package for Social Sciences (SPSS) as tool of data 
analysis. A regression model was determined to establish the relationship between the dependent variable and 
the independent variables. Pearson’s correlation and regression analysis were used for the analysis. The study 
established significant relationship between liquidity and financial distress exists, upon evaluation, relationship 
had an R
2
 = .447, which meant liquidity explained 44.7% of the variance in financial distress. The relationship 
model provides a moderate fit, but indicates that liquidity was one of the potential causes of financial distress 
in insurance companies in Kenya. 
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INTRODUCTION 
 
In Kenya market, Insurance provides employment 
opportunities through its marketing and the distribution 
networks such as direct insurance companies, insurance 
brokers, insurance agents, loss assessors, and loss 
adjustors. It is also important to note that insurance 
contributes to the Gross domestic product (GDP) of this 
country. Besides insurance is an important source of 
funds through it's pooling system. This is in addition to its 
basic role of providing protection to the insured against 
financial loss as well as being a source of security Rand 
(2004).  
In Kenya, at least eight insurance firms have either  
  
 
 
 
 
collapsed or have been placed under statutory 
management in the last twenty years and the latest three  
to undergo financial distress in successive years are: 
Invesco Assurance Company which was placed under 
receivership in 2008, Standard Assurance in 2009 and 
Blue shield placed under statutory management in 2011. 
The others include:- Kenya National Assurance 
Company, United Insurance Company, Lake Star 
Assurance Company, Access Insurance Company and 
Stallion Insurance, Mudaki and Wanjere (2012).  
In the year 2013, Concord Insurance Company became 
the nineth insurance company to collapse. While placing 
it under receivership, Insurance Regulatory Authority 
(IRA) noted that the insurance company failed to meet its 
obligation to stakeholders (IRA, 2013). According to 
Mudaki et al (2012), on average, the experience has 
been that one insurance firm goes under or is placed 
under receivership after every four years since 1985 in 
Kenya. But as shown above, between the year 2008 and 
2013, four insurance companies have collapsed which 
now implies one company failing per year. This now 
necessitated the current study which seeks to establish 
the determinants of financial distress in insurance 
companies in Kenya. The findings attempt to inform the 
stakeholders and regulators on signs to watch to prevent 
further collapse of the insurance companies in Kenya. 
 
Literature Review 
According to Baldwin and Scott (1983), when a firm's 
business deteriorates to the point where it cannot meet 
its financial obligations, the firm is said to have entered 
the state of financial distress. The first signals of distress 
are usually violations of debt covenants coupled with the 
omission or reduction of dividends. Financial distress is a 
term in Corporate Finance used to indicate a condition 
when promises to creditors of a company are broken or 
honored with difficulty. Sometimes financial distress can 
lead to bankruptcy.  
A study by Dollery (2009) indicated that financial 
distress in companies is hard to evaluate because of 
several reasons. Firstly, different regulators employ 
„mixed approaches to measuring and recording financial 
data‟ with significant „inconsistencies‟ between different 
companies. Secondly, asset valuation was both 
infrequent and typically made different assumptions 
about the longevity of companies` assets. Finally, 
„incomplete‟ financial and asset management records, 
especially in smaller organisations, rendered accurate 
comparisons impossible.  
The Financial Sustainability Review Board (FSRB) of 
2005 advanced a quadrilateral set of key financial 
indicators „for assessing insurance companies` financial 
sustainability‟. These indicators were:  
(a) Net financial liabilities as the „key indicator of the  
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insurance companies` indebtedness to other sectors of 
the economy‟;  
(b) Operating surplus or deficit as the „key indicator of the 
intergenerational equity of the funding of the insurance 
companies operations‟;  
(c) Net outlays on the renewal or replacement of existing 
assets as the „key indicator of the intergenerational equity 
of the funding of the insurance`s infrastructure renewal or 
replacement activities‟; and  
(d) Net borrowing or lending as the „key indicator of the 
impact of the insurance companies` annual transactions 
– both operating and capital – upon the company`s 
indebtedness to other sectors of the economy‟.  
 
The choice of this variable was informed by liquid assets 
theory, income finance theory, cash management theory 
and bankruptcy theory. Several studies have suggested 
that firms with low levels of liquidity are more likely to 
experience financial distress, because cash constrained 
firms are more vulnerable to exogenous negative shocks 
to cash flow (e.g. Altman (1968) among others. 
Theoretically, the causes of financial distress are 
problems of liquidity, which is the inability of current 
assets to cover current liabilities: which is the measure of 
current ratio. The lower this ratio indicates that the firm 
has lower amount of current funds to cover the current 
obligation. The firm unable to meet its current obligation 
may have high probability of financial distress. Therefore, 
liquidity is an important determinant of financial distress. 
Firm‟s liquidity could further be explained as the ability of 
an asset to be converted to cash quickly at low cost. 
Liquid assets can be converted into cash quickly and 
cheaply Brealey et al (2000). the liquidity of a firm is 
measured by its ability to satisfy its short-term obligations 
as they fall due. Liquidity refers to the solvency of the 
firm‟s overall financial position the ease with which it can 
pay its bills. Because a common precursor to financial 
distress and bankruptcy is low or declining liquidity, these 
ratios are viewed as good leading indicators of cash flow 
problems (Gitman, 1991). 
 
METHODOLOGY 
This study adopted a survey research design which is a 
process of collecting information from a sample selected 
to represent a defined population. In this design, a 
researcher collects data that describes, explores, and 
quantifies social phenomena, particularly issues, 
conditions and problems that are prevalent in the society 
at a particular point in time (Mugenda and Mugenda, 
2012; Cooper and Schindler, 2011). In this study, data 
relating to financial distress for insurance companies in 
Kenya were collected. The variable examined was 
Liquidity. The choice of this research design was 
because it could be conveniently conducted through use  
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Table 1: Descriptive Statistics of the Liquidity 
 
 Low Liquidity 
Operational 
cash flow 
Improving 
Liquidity 
Liquidity Correlation 
with Business 
Liquidity Support 
Insurance 
N 
Valid 94 94 94 94 94 
Missing 0 0 0 0 0 
Mean 4.0411 3.8630 4.0000 3.7808 4.0137 
Std. Deviation .88879 1.04503 .98601 1.18141 1.08645 
Minimum 1.00 1.00 1.00 1.00 1.00 
Maximum 5.00 5.00 5.00 5.00 5.00 
 
 
 
Table 2: Low liquidity enhances financial distress of insurance companies 
 
Categories Frequency Percent Valid Percent Cumulative Percent 
Not at all 1 1.06 1.06 1.06 
Small extent 2 2.13 2.13 3.19 
Moderate extent 15 15.96 15.96 19.15 
Large extent 30 31.91 31.91 51.06 
Very Large extent 46 48.94 48.94 100.0 
Total 94 100.0 100.0  
 
 
 
of questionnaires. 
 
EMPIRICAL RESULTS 
Descriptive analysis of liquidity and financial distress  
The researcher sought the respondents‟ view on the 
effect of Liquidity on financial distress and the results 
were as illustrated below.  
Table 1 shows score results for the research questions 
under liquidity as a determinant of financial distress in 
insurance companies in Kenya. The minimum score of 
the determinants is 1 and the maximum 5, indicating no 
problem of outliers. The standard deviation values are 
low, confirming no major deviations exist in the data set. 
The determinant with the highest mean was low liquidity 
as a possible determinant of financial distress with (mean 
value = 4.041), followed by Liquidity supports business of 
insurance, with a mean = 4.0137) and improving Liquidity 
enhances performance in insurance companies had a 
mean value of 4.000.These results indicate that the 
greatest determinant on liquidity causing financial 
distress in insurance companies in Kenya based on 
descriptive statistical analysis was low Liquidity. 
A study by Moyer and Chatfield, (1983), liquidity was 
measured by current ratio. They recommended that 
Insurers should maintain an appropriate level of liquidity 
to cover loss payments and other obligations when they 
are due. They further observed that more liquid firms 
have a cushion against risk, thus we expect a positive 
relationship between low liquidity and risk of financial 
distress. Other earlier studies supporting the same were 
Beaver, Kettler and Scholes, (1970).  
To what degree do you think low liquidity/ability to 
cover current obligation/leads firms to financial 
distress? 
Low liquidity posed a major challenge to insurance 
companies, with 48.94% of the respondents indicating 
that a low liquidity enhances financial distress to a very 
large extent and 31.91% indicating low liquidity enhance 
financial distress to a large extent as shown in table 2. 
These results further confirm that low liquidity could have 
significant influence on financial distress of Insurance 
companies in Kenya. 
The dependence of the risk of default on the change in 
liquidity can be illustrated by the results of an empirical 
investigation of firm longevity by Turetsky and McEwan 
(2001). They examined the factors influencing the shift 
from the upper to the lower level of the downward spiral. 
Results showed that the volatile decrease in cash flows 
from positive to negative has an enormous impact on 
subsequent default: a one-unit increase in liquidity 
measured by the current ratio reduces the risk of default 
by approximately 47%. 
 
To what degree do you think low operational cash 
flow/negative cash flow/leads firms to financial 
distress? 
A majority of the respondents (41.49%) indicated that 
operational cash flows/ negative cash flows enhanced 
financial distress in insurance companies to a large 
extent, with further 41.49% consenting that negative cash 
flows enhance financial distress to a very large extent. 
The findings in figure 1 confirmed operational cash flows/  
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Figure 1: Operational (Negative Cashflows) enhances financial distress 
 
 
 
Table 3: Improving liquidity positively impact the performance 
 
 Frequency Percent Valid Percent Cumulative Percent 
Not at all 1 1.06 1.06 1.06 
Small extent 5 5.32 5.32 6.38 
Moderate extent 14 14.89 14.89 21.27 
Large extent 26 27.66 27.66 48.93 
Very Large extent 48 51.07 51.07 100.0 
Total 94 100.0 100.0  
 
 
 
negative cash flows had a great influence in causing 
financial distress in insurance companies in Kenya. 
Earlier on, Boissay (2006) looked at low operational 
cashflow and financial distress and found negative 
cashflows enhanced financial distress. They further 
analysed the financial contagion phenomenon when a 
company defaults on its trade credit resulting in low 
operational cashflows for firms. Since trade credits are 
widely used in the economy, the non-payment of large 
amounts has an adverse impact on the liquidity of the 
suppliers at the micro-level and may cause a chain 
reaction, which implies that one economic agent defaults 
because his client, another economic agent, has 
defaulted previously. 
Improving Liquidity provides a central purpose and 
direction to the activities of the organization, to the staff, 
that will positively Impact the performance of the 
organization. 
Most of the respondents (51.07%) noted that the 
process of improving liquidity positively impacts the 
performance hence reducing financial distress in 
insurance companies in Kenya and 27.66% of the 
respondent felt that improving liquidity process could 
enhance reduction in financial distress to a large extent 
as shown in table 3. 
As shown by Moyer and Chatfield, (1983), they 
recommended that Insurers should maintain an 
appropriate level of liquidity to cover loss payments and 
other obligations when they are due. They further 
observed that more liquid firms have a cushion against 
risk, thus we expect a positive relationship between low 
liquidity and risk of financial distress. Other earlier studies 
supporting the same were Beaver, Kettler and Scholes, 
(1970). This now supports our findings above and shows 
there is need to improve liquidity to sustain the misison of 
the organisation and direct efforts of all the staff members 
in a coordinated way towards companies‟ objectives. This 
also meant that failure to improve liquidity pose a major 
challenge to the insurance companies in reducing 
financial distress risk. 
 
To what extent does liquidity correlate to business of 
insurance and hence should be taken into account in 
policy formulation? 
Cultivation of good relationship between liquidity and the 
business of insurance had the potential of influencing  
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Figure 2: Correlation between Liquidity and insurance Business in Policy Formulation 
 
 
 
Table 4: Liquidity Supports performance growth in insurance industry 
 
 Frequency Percent Valid Percent Cumulative Percent 
Not at all 1 1.06 1.06 1.06 
Small extent 8 8.51 8.51 9.57 
Moderate extent 12 12.77 12.77 22.34 
Large extent 41 43.62 43.62 65.96 
Very Large extent 32 34.04 34.04 100.0 
Total 94 100.0 100.0  
 
 
 
policy formulation to a very large extent according to 
46.81% of the respondents while, 28.72% of the 
respondents felt the correlation between liquidity and 
insurance business should be taken into account in policy 
formulation to a large extent as shown in figure 2. This 
observation meant that a lack of a good correlation 
between liquidity and insurance business posed a major 
challenge in decision making hence will lead to financial 
distress of insurance companies in Kenya.  
A study by Hendel (1996) corroborate above findings. 
They proposed that liquidity policy formulation is critical 
for a distressed firm. They suggest from their study that a 
financially distressed firm should formulate aggressive 
pricing policy geared to improving liquidity of their 
distressed firms. They further observed that troubled 
companies usually reduce prices and sell inventories 
below marginal costs in order to raise liquidity and avoid 
bankruptcy. This behavior forces the competitors of the 
distressed company to bring their prices down as well 
and pursue an even more aggressive pricing policy such 
that they make losses today in order to increase the 
probability of gains in the future which result from the 
suppression of the troubled competitor. Policy on credit 
terms should also be reviewed with intention of reducing 
credit period, for sufficient collections to defray current 
obligations. Renegotiation of due creditors‟ obligation 
should also be explored. 
 
To what extent does liquidity supports performance 
growth in insurance industry hence its understanding 
leads to sustainable growth in the organization? 
Majority of the respondents agreed that liquidity supports 
performance growth in insurance industry hence its 
understanding leads to sustainable growth in 
organizations to a large extent by 43.62% of the 
respondents, while 34.04% of the respondents in table 4 
indicated that the same to a very large extent. These 
results show that failure to agree with the research 
question would lead to the industry`s unsustainable 
growth hence leading to financial distress of insurance 
companies in Kenya. 
The findings in table 4 are supported by a study 
conducted by Khunthong (1997). They concluded from 
their study that Liquidity measure a company‟s ability to 
pay off its short term debt obligations. This is done by 
comparing a company‟s liquid assets to its short term  
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Table 5: Pearson correlation coefficient between liquidity and financial distress 
 
Variable Coefficient type Financial Distress Liquidity 
Financial Distress 
Pearson Correlation 1 
 
Sig (2-tailed) 
  
Liquidity 
Pearson Correlation 0.668 1 
Sig (2-tailed) 0.000 
 
 
 
 
liabilities. In general, the greater the proportion of liquid 
assets to short term liabilities the better, as it is a clear 
signal that a company can pay the debts that are 
becoming due in the near future and still fund its ongoing 
operations to ensure its growth as per the organization 
growth objectives. On the other hand, they observed that 
a company with a low liquidity should raise a red flag for 
investors, as it may be a sign that the company will have 
difficulty meeting its running operations, as well as 
meeting its obligations hence its growth objectives are 
threatened. They also noted that most firms face financial 
difficulties after suffering illiquidity problems. 
Companies with more liquid assets are less likely to fail 
because they can realize cash even in very difficult 
situations. It is therefore expected that insurance 
companies with more liquid assets will outperform those 
with less liquid assets. Browne et al (2001) found 
evidence supporting that performance is positively related 
to the proportion of liquid assets in the asset mix of an 
insurance company. More empirical findings have 
confirmed that there is a positive relationship between 
liquidity and financial performance of insurers (Ambrose 
and Carroll, 1994). However, according to the theory of 
agency costs, high liquidity of assets could increase 
agency costs for owners because managers might take 
advantage of the benefits of liquid assets (Adams and 
Buckle, 2000). In addition, liquid assets imply high 
reinvestment risk since the proceeds from liquid assets 
would have to be reinvested after a relatively short period 
of time. Undoubtedly, reinvestment risk would put a strain 
on the performance of a company. In this case, it is, 
therefore, likely that insurance companies with less liquid 
assets outperform those with more liquid assets. 
Ahmed et al., 2011, study found liquidity supports 
growth of companies. They establish a positive relation to 
performance of insurance companies. 
 
Pearson correlation coefficient between Liquidity and 
financial distress 
Correlation between variables is a measure of how well 
the variables are related. The most common measure of 
correlation in statistics is the Pearson Correlation 
(technically called the Pearson Product Moment 
Correlation or PPMC), which shows the linear 
relationship between two variables. Results are between 
-1 and 1. A result of -1 means that there is a perfect 
negative correlation between the two values at all, while a 
result of 1 means that there is a perfect positive 
correlation between the two variables. Result of 0 means 
that there is no linear relationship between the two 
variables.  
The results on Pearson correlation from this study are 
shown in table 5 reveals that there is a positive linear 
relationship between liquidity and financial distress. 
Pearson correlation coefficients between the independent 
variable liquidity and the dependent variable financial 
distress show strong significant positive correlation 
between liquidity and  financial distress of 0.668.  
 
Test of research hypothesis 
There is no relationship between liquidity and financial 
distress in insurance companies. 
In this section the research hypothesis was tested and 
results presented. From the scatter plots appearance, the 
study assumed a linear relationship between the 
predictors and dependent variables (financial distress). 
The ordinary least square (OLS) method of estimation 
was adopted in examining the relationship between the 
predictor and the dependent variables. OLS allowed for 
derivation of a regression line of best fit while keeping the 
errors at minimum. 
As a pretest requirement, the following assumptions of 
linear regression were checked: that the data set was 
normally distributed, data did not suffer from linearity, 
homoscedasticity, multi collinearity and no significant 
outliers. No major violations were reported and hence the 
studies proceeded with regression analysis. 
 
Relationship between liquidity and financial distress 
The research objective was to establish whether liquidity 
is a determinant of financial distress of insurance 
companies in Kenya. On account of the scatter plots as 
shown in figure 3, the study assumed a linear relationship 
between the liquidity and financial distress in insurance 
industry in Kenya and using OLS fitted the following 
simple linear regression model.  
The predicted model relating liquidity and financial 
distress was presented using the linear regression model 
in equation (1) below: 
FD=βo+β1Liq+ε -----Equation (1) 
Where:  FD  = Financial Distress  
β 0 = Constant term associated with the regression model
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Figure 3: Scatter plot of liquidity and financial distress 
 
 
 
Table 6: ANOVA Statistics of Liquidity 
 
Model Sum of Squares Df Mean Square F Sig. 
2 
Regression 31.928 1 31.928 74.310 .000
b
 
Residual 39.529 92 .430   
Total 71.457 93    
a. Dependent Variable: Financial distress 
b. Predictors: (Constant), liquidity 
 
 
 
1 = Coefficients of independent variable Liq 
Liq = Liquidity  
1 = error term associated with the regression model. 
Simple linear regression analysis using OLS method of 
estimation was employed in testing the research 
hypothesis (H01) which stated that: 
H01: There is no relationship between liquidity and 
financial distress in insurance companies. 
 
The regression analysis resulted in the ANOVA table 6, 
which was used to assess the statistical significance of 
the regression model. The F-value (1, 92) = 74.310 and 
the sig. value = .000 for model. This meant that model 
was significant (p ≤ 0.05) at 0.05 level in explaining the 
linear relationship between Liquidity and Financial 
Distress.  
The model summary in table 7 shows model was 
significant with F-value = .000. The adjusted coefficient of 
determination R square (R
2
) column shows model had R
2 
= .447. The study proceeded to interpret the coefficients 
of model 2 in table 8. 
Model in table 8 shows that Liquidity had significant p-
values (p-value =.000). The study therefore failed to 
accept H02 at 95% C.I and deduced that there is a 
significant relationship between Liquidity and Financial 
Distress. Regarding multicollinearity, the Variance  
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Table 7: Model Summary of Liquidity 
 
Model R R Square 
Adjusted R 
Square 
Std. Error of the 
Estimate 
Change Statistics 
Durbin-
Watson 
R Square 
Change 
F Change df1 df2 
Sig. F 
Change 
2 .668
a
 .447 .441 .65550 .447 74.310 1 92 .000 1.891 
a. Predictors: (Constant), liquidity 
b. Dependent Variable: Financial distress  
 
 
 
Table 8: Coefficient of Liquidity 
 
Model 
Unstandardized 
Coefficients 
Standardized 
Coefficients T Sig. 
Collinearity Statistics 
B Std. Error Beta Tolerance VIF 
2 
(Constant) 0.772 .209  3.692 .000   
Liquidity .594 .069 .668 8.620 .000 1.000 1.000 
a. Dependent Variable: Financial Distress 
 
 
 
inflation factors (VIFs) for the independent variable 
included in the regression equation as shown in Table 7 
is 1 which is lower than 10. According to Gujarati (2004), 
variables can be regarded as highly collinear if the VIF 
value of explanatory variables exceeds ten. Based on this 
rule-of-thumb, it seems that problems associated with 
multicollinearity are unlikely in this model. 
 
Evaluating the model predicted by liquidity 
The preceding analysis shows a significant relationship 
exist between liquidity and financial distress. This results 
paved way for evaluating model in tables 7 and 8. Model 
had an R
2
 = .447. This meant liquidity explained 44.7% of 
the variance in financial distress. The model provides a 
moderate fit, and demonstrated that liquidity cannot be 
ignored when examining the determinants of financial 
distress in insurance companies in Kenya. This 
relationship is presented by the fitted model below; 
FD = 0.772 + 0.594 Liquidity ---- Equation (2) 
 
Liquidity had a β1 = 0.594 according to equation (2). 
Liquidity therefore explained 59.4% of the variations in 
financial distress. A unit increase in liquidity would 
therefore result in a 59.4% decrease in financial distress 
through improving debt coverage rate. This indicated the 
existence of a positive relationship between liquidity and 
financial distress. Liquidity therefore significantly 
predicted the financial distress in insurance companies in 
Kenya 
A study by Jahur and Quadir (2012) found that liquidity 
explained 9.27% variation in financial distress in 
Bangladesh Small and Medium Enterprises. The current 
study findings in the Kenyan market are better results at 
44.7% variation in financial distress attributed to liquidity. 
Turetsky and McEven (2001), study sought to illustrate 
dependence of the risk of default on the change in 
liquidity through empirical investigation of firm longevity. 
They examined the factors influencing the shift from the 
upper to the lower level of the downward spiral. Results 
show that the volatile decrease in cash flows from 
positive to negative has an enormous impact on 
subsequent default: a one-unit increase in liquidity 
measured by the current ratio reduces the risk of default 
by approximately 47%. The study focused on effect of 
liquidity on financial distress and firm‟s longevity. The 
finding from this study depicts the important role liquidity 
plays in financial distress. It shows that a one unit 
increase in liquidity decrease risk of default by 47%. This 
result compares to the current results found in the 
Kenyan market where a one unit increase in liquidity 
decreases risk of default by 59.4%. 
A study by Daniel Mehari and Tilahun Aemiro, (2013), 
Liquidity is found to be positively related to Return on 
Asset (ROA). The result of the study is consistent with 
that of Chen and Wong (2004) and Ahmed et al (2011). 
Katz et al (1985) views the exhaustion of liquidity 
reserves that precedes bankruptcy as the behavioral 
basis for firm failure, and for whatever combination of 
reasons, a firm may drain its liquidity for a number of 
consecutive years, if it stops drawing on its liquidity 
before depleting all its liquid reserves, the firm may 
remain solvent, otherwise, failure ensues. 
A study by Zavgren (1985) the coefficients of the 
liquidity measure in earlier years and its negative sign 
indicate that the failing firms were more interested in 
liquidity than productive opportunities. 
 
DISCUSSION OF FINDINGS 
The study established significant relationship between 
liquidity and financial distress exists, upon evaluation, 
relationship had had an R2 = .447, which meant Liquidity 
explained 44.7% of the variance in financial distress. The  
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relationship model provides a moderate fit, and indicates 
that Liquidity was one of the potential causes of financial 
distress in insurance companies in Kenya. 
A further review of the relationship between Liquidity 
and financial distress revealed as follows: Low liquidity 
posed a major challenge to insurance companies, with 
48.94% of the respondents indicating that a low liquidity 
enhances financial distress to a very large extent. A 
majority of the respondents (41.49%) indicated that 
operational cash flows/negative cash flows enhanced 
financial distress in insurance companies to a large 
extent, with further 41.49% consenting that negative cash 
flows enhance financial distress to a very large extent. 
Most of the respondents (51.06%) noted that the process 
of improving liquidity positively impacts the performance 
hence reducing financial distress in insurance companies 
in Kenya and 27.66% of the respondent felt that 
improving liquidity process could enhance reduction in 
financial distress to a large extent. Cultivation of good 
relationship between liquidity and the business of 
insurance had the potential of influencing policy 
formulation to a very large extent according to 46.81% of 
the respondents while, 28.72% of the respondents felt the 
correlation between liquidity and insurance business 
should be taken into account in policy formulation to a 
large extent. Majority of the respondents agreed that 
liquidity supports performance growth in insurance 
industry hence its understanding leads to sustainable 
growth in organizations to a large extent by 43.62% of the 
respondents, while 34.04% of the respondents to a very 
large extent. All above statements had a strong positive 
factor component and shows that there is a strong 
relationship between Liquidity and financial distress. 
 
CONCLUSION 
The study established a positive linear relationship which 
is also significant between liquidity and financial distress. 
The resulting relationship had an R
2
 = .447 which meant 
liquidity explained 44.7% of the variance in financial 
distress. The relationship is a moderate fit, but 
demonstrated that liquidity cannot be ignored when 
examining the determinants of financial distress in 
insurance companies in Kenya. 
Majority of respondents acknowledged that low liquidity 
contributes to financial distress in insurance companies in 
Kenya since the firms tend to have difficulties fulfilling 
their financial obligations as they fall due. Respondents 
further felt that improving liquidity process could enhance 
reduction in financial distress to a large extent. When 
Insurers maintain an appropriate level of liquidity, it 
enables them to cover loss payments and other 
obligations when they are due. The study findings also 
confirmed operational negative cash flows had a great 
influence in causing financial distress in insurance 
 
 
 
 
companies in Kenya. This was attributed to financial 
contagion phenomenon by respondents. They said that 
when a company defaults on its trade credit it results in 
low operational cash flows for firms. Since trade credits 
are widely used in the economy, the non-payment of 
large amounts has an adverse impact on the liquidity of 
the suppliers at the micro-level and may cause a chain 
reaction, which implies that one economic agent defaults 
because his client, another economic agent, has 
defaulted previously. Majority of the respondents agreed 
that liquidity supports performance growth in insurance 
industry hence its understanding leads to sustainable 
growth in organizations to a large extent. They concluded 
from their study that Liquidity measure a company‟s 
ability to pay off its short term debt obligations.  
The insurance sector players in Kenya, should monitor 
liquidity position of their insurance firms. The finding 
suggested that firms with low levels of liquidity are more 
likely to experience financial distress, because cash 
constrained firms are more vulnerable to exogenous 
negative shocks to cash flow among others. The lower 
the current ratio indicates that the firm has lower amount 
of current funds to cover the current obligation. The firm 
unable to meet its current obligation may have high 
probability of financial distress. Therefore, liquidity is an 
important determinant of financial distress.  
The insurance regulators should, also develop a policy 
on the appropriate level of liquidity to be maintained by 
insurance companies to cover loss payments and other 
obligations when they are due. The insurance sector 
players should further enforce industry liquidity standards 
to ensure that insurance companies adhere to them.  
The insurance firms‟ management should develop 
policies on assets turn over, average collection period 
and average payment period. All above, if implemented 
will impact positively on the performance of insurance 
companies in Kenya and may result in decrease in 
financial distress exposures. 
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